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ECON202 Special, Trimester 3 2014 
PARTA 
Define and use an example to illustrate each of the following Eight (8) concepts. 
Each concept carries 5 marks. (40 Marks) 


USE THE SPACE PROVIDED UNDER EACH TERM FOR THIS PART 


1. Ricardian equivalence 


ANSWER: 
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2. Liquidity crisis 
ANSWER: 
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3. Yield curve 
ANSWER: 
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4. Pigou effect 
ANSWER: 
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5. The Taylor principle 
ANSWER: 
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6. Hysteresis 
ANSWER: 
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7. Theory of liquidity preferences 
ANSWER: 
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8. Okun’s law 
ANSWER: 
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PART B 
SHORT ESSAY QUESTIONS 


Answer ONLY ONE (1) short essay in each section. 
Each short essay carries 20 marks. (60 marks) 


USE THE ANSWER BOOKS TO RECORD THE ANSWERS FOR THIS PART 


10. 


Ly 


12: 


13. 


14. 


SECTION A 
Suppose the government cuts income taxes. Show in the IS-LM model the impact of the tax 
cut under two assumptions: (1) the government keeps interest rates constant through an 
accommodating monetary policy; and (2) the money supply remains unchanged. Explain the 
difference in results. 

OR 

Consider two alternative programs for contraction. One is the removal of an investment 
subsidy; the other is a rise in income tax rates. Use the IS-LM model to discuss the impact of 


these alternative policies on income, interest rates and investment. 


SECTION B 
Suppose that there is a permanent shock to the demand for goods and services. What would 
happen to the economy over time? In particular, would the inflation rate return to its target in 
the long run? Why or why not? How might the central bank alter its policy rule to deal with 
this issue? 
OR 
Explain why it is important for the central bank to have credibility in its effort to maintain 


price stability. 


SECTION C 
According to the rational-expectations approach, if everyone believes that policymakers are 
committed to reducing inflation, the cost of reducing inflation—the sacrifice ratio—will be 
lower than if the public is sceptical about the policymakers’ intentions. Why might this be 


true? How might credibility be achieved? 


OR 
Which do you find more credible the traditional or the Ricardian view of government debt? 


Why? 


Please remember - This examination question paper MUST BE HANDED IN. Failure to do so may 


result in the cancellation of all marks for this examination. 


Writing your name and number on the front will help us confirm that your paper has been returned. 
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